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Abstract. This study aims to find out and find empirical evidence regarding the effect of
political connections on tax avoidance with zombie firms as a moderating variable in
Indonesia. Corporate tax avoidance is calculated using the effective tax rate (ETR). A
lower ETR value indicates a higher level of tax avoidance. Linear regression analysis and
moderation were used as analytical methods. Manufacturing companies listed on the
Indonesian Stock Exchange during the 2018-2021 period are the samples in this study. The
results of this study reveal that political connections have no effect on tax avoidance and
zombie firm cannot moderate the relationship between the two.
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1 Introduction

The phenomenon of tax avoidance has become a hotly discussed issue in many countries. The
presence of corporate boards with political connections is considered to have an attachment in
choosing a tax management strategy so that political connections are considered as a trigger
factor for tax avoidance. Allegations that politically connected firms have higher tax avoidance
because they receive more information about changes in law and tax enforcement, lower
pressure from capital markets for transparency, and tendencies more risk taking [1]. The ability
of companies to influence their tax burden is higher after the addition of politically affiliated
board members, but lower after changes in the political environment limit the ability of
politicians and company managers to exchange favours [2].

In the Islamic banking industry, tests have been carried out on political connections, joint audits
and tax avoidance in eight different countries and it was found that political connections can
increase tax avoidance [3]. Research on politically connected registered companies in Malaysia
proved to be more aggressive in tax avoidance than non-connected companies [4]. Using a
sample of 35 countries, [5] document that political connections positively influence tax
avoidance and this relationship becomes stronger for high-corruption environments. Various
corporate political activities, including the hiring of politically connected directors, campaign
contributions, and lobbying make U.S. companies more tax aggressive [1].

In Indonesia, many studies have been conducted on tax avoidance. The results of research on
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manufacturing companies in 2015-2017 show a significant influence between political
connections and tax aggressiveness [6]. The use of political connections as a moderating
variable in research on the influence of leverage, executive character, and institutional
ownership on tax avoidance significantly moderates the effects of institutional ownership on tax
avoidance [7]. Other studies also reveal that political relations have a negative impact on
effective tax rates (ETR) which is then strengthened by adding ownership structure as a
moderating variable [8]. In contrast to the results mentioned above, [9] argues that military or
political experience that is related to state interests forms loyalty to the state, so that relations
with retired military officers will reduce tax avoidance activities. [10] also documented the
results of the same research and stated that political connections were not a factor in tax
avoidance.

The author also sees that lately the zombie firm phenomenon has attracted a lot of attention
because of the condition of companies that survive even though they do not have sufficient
income to cover debts. A zombie company is generally defined as a bankrupt business that stays
afloat in the market instead of pursuing restructuring or bankruptcy [11]. Other studies
suggesting that zombie firms are mature, debt-ridden companies and do not have the potential
to repay their debts due to a lack of profitability over a long period of time, has attracted
increased attention from researchers and policy makers in recent years [12]. Zombie companies
are characterized by low operational and production efficiency, and they suffer long-term losses
or bankruptcy [13]. The financial crisis raises questions about the strategies that are important
for sustaining performance . This performance is primarily part of the ability to compete which
of course has an impact on aspects of business continuity. Another goal to be achieved apart
from the company level is performance stability which is expected to disrupt the stability of the
economic system as a whole. To maintain the company, several efforts were made, one of which
was by doing tax avoidance. The internal involvement of companies that are included in the
zombie firm with the government/politics is thought to be able to maintain the sustainability of
the company [14].

There are differences in results and assumptions in several studies that make researchers want
to test further to find out the consistency of results in different sample applications. The previous
research that was used as the basis for doing this was a study conducted by [8] which examined
the relationship between politics and tax avoidance as measured by the Effective Tax Rate (
ETR) and added a moderating variable to the ownership structure of listed companies. on the
IDX in the manufacturing sector with the 2017-2019 observation year. The researchers also
combined the research base of [14] which examined the relationship between politics and
corporate zombies in China in 2005-2015.

This study has differences from previous studies, including the use of the zombie firm variable
as a moderating variable to see the significant influence between political connections and ETR.
This study uses companies listed on the Indonesia Stock Exchange (IDX) in the manufacturing
sector as research objects. The research time period is 4 years using 2018-2021. The formulation
of the problem in this study is to examine whether there is a significant influence of political
connections on tax avoidance and whether zombie firms can significantly moderate political
connections on tax avoidance. In line with the formulation of the problem, the purpose of this
research is to find empirical evidence about the effect of political connections on tax avoidance
with zombie firms as a moderating variable in Indonesia.



2 Literature Review

2.1 Agency Theory

Agency theory, also known as agency theory, explains the relationship between company
management as agents and company owners as principals [15]. Agency conflicts begin to arise
when different interests arise between management and shareholders, such as tax avoidance [8].
Other literature also captures agency conflicts between managers and shareholders [14].

2.2 The Effect of Political Connection on Tax Avoidance

Tax avoidance is considered an unethical act because it interferes with the government's ability
to provide public facilities and infrastructure which are financed through tax revenues [16]. Tax
avoidance is carried out by exploiting gaps in existing tax regulations [17]. The board of
directors plays a major role in managing company resources including the tax management
strategy. Companies gain several advantages by engaging politically. First, politically related
companies are not forced by the market to be transparent [1]. Second, companies that are
politically connected have the opportunity to access and obtain information regarding changes
to tax regulations in the future [4]. Related to this, companies can gain access to preferential
information, which allows them to better know when more aggressive tax planning might be
tolerated [18]. Consistent with this, previous literature reveals that companies that are politically
connected will tend to be tax aggressive compared to those who are not involved [1], [4], [6].
Similar research results were also found in research conducted by the Islamic banking industry
that banks that are politically connected do more tax avoidance [3]. Thus, the hypothesis is
formulated as follows.
Hal: there is a significant influence of political connections on tax avoidance.

2.3 Political Connections, Zombie Firm, and Tax Avoidance

Zombie is a financially distressed company [19]. Zombie companies refer to companies that
should go bankrupt due to low efficiency and profitability but survive with external support
from the government or banks [20]. Literature studies on listed companies in China document
that companies with government ties create more zombies because these political connections
worsen the efficiency of the connected firms but keep them operating [14]. Businesses facing
financial constraints will usually pursue an optimal cash strategy to balance the returns on
current investments with the returns on future investments. They expect future financing
constraints by reinvesting cash from current profits, so companies facing financial constraints
will grow their cash holdings to ensure future sustainability, which can be achieved in part by
reducing tax payments [16]. By taking advantage of the advantages that come with being
politically connected, the zombie corporation can stay afloat. It is suspected that the existence
of a zombie firm can strengthen the link between political connections and tax avoidance.
Ha2: Zombie firms can strengthen political connections and tax avoidance.



2.4 Research Model
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Fig. 1. Research Model

3 Research Methods

3.1 Population and Research Sample

Secondary data is used in this study. Data was collected and analyzed from idx.co.id and the
company's official website as well as the additional ORBIS website. The research population is
a manufacturing company listed on the IDX. The sampling method is purposive sampling with
the following criteria: a) manufacturing companies registered in 2018-2021; b) the company's
annual report is accessible; ¢) the company has the required data. Based on these criteria, there
are 80 sample companies or 320 observational data for four years.

3.2 Research variable

In this research, the independent variable is political connections. Political connections refer to
a circumstance that signifies a political association between directors or commissioners and
external entities within the company, wherein both parties derive mutual benefits from this
relationship [8]. A company is connected with a politician if one of its major shareholders or
high officials is a member of parliament, minister or head of state, or has a close relationship
with a high official [5]. Indonesia is a country with enormous military influence over the
political decision-making process, finding that politically significant connected companies
enjoy lower debt interest rates than those that are not connected [21]. In accordance with this,
the standards employed to recognize the presence of political connections involve assessing
whether the board of directors or the board of commissioners includes individuals who are
current or former members of the People's Representative Council, executive members, or
officials in governmental institutions, as well as individuals who are current or former members
of the military and political parties [8]. The measurement uses a dummy variable, namely a
board of directors with political connections is code 1 and code 0 otherwise.

This study uses tax avoidance as the dependent variable. Tax avoidance refers to a company's
efforts to minimize the tax burden. The indicator for measuring tax avoidance uses the Effective
Tax Rate (ETR). Measurement of tax avoidance using ETR in this study is due to two reasons.
First, ETR measurement can describe tax planning aggressively through permanent differences
between commercial and fiscal profits [10]. Second, it is the best measurement to identify each
tax planning activity [4]. This measure is widely used in the research literature [3], [4],[8], [22],



[23]. The lower the ETR, the higher the corporate tax avoidance [8]. Effective Tax Rate is the
ratio of current tax expense divided by profit before tax . The calculation formula is as follows:

ETR = Total Tax Expense (1)

_Earning Before Tax

This study uses zombie firm as a moderating variable. Zombie firm refers to a company that
should go bankrupt due to low efficiency and suffer losses but still survive due to external
support from the government sector or banks [20]. The size of zombie firms follows the size of
CHK by calculating the minimum interest payments required for each company every year [19].
The calculation is as follows:

— 1ss
Ri,t_ TrSe1X BSi,t—1+ (E Zj rlt—j) X BLi,t+ ert—lx SBi,t—l + rlbmin over laset 5 years X LBi,t—l

)

Where BS; 4, BL;, LB;,_,are short-term bank loans (less than one year), long -term bank
loans (more than one year) and total bonds outstanding, respectively, to companies iat the end
of the year t. In addition, 7s._q, 7l;, and 7lbyin over 1aset 5 years FEPresent the short-term average
interest rate in year t, the long-term average interest rate in year t, and the observed minimum
coupon rate for convertible corporate bonds issued over the last five years, respectively. The
CHK criterion compares each firm's actual interest payments to the required minimum interest,
and identifies firms that pay lower interest amounts than required as potential zombies. The
rationale behind this approach is that paying a lower interest amount than the minimum amount
is a direct credit subsidy. In CHK's measure, companies are classified as zombies if they receive
subsidized credit. For the traditional CHK measure, this study adds a profitability dimension to
the zombie definition where the companies we identify as zombies must also rank in the bottom
50% in terms of Return On Assets (ROA) in the appropriate sector [14].

3.3 Data Processing and Analysis Techniques

The test tool for testing research variables is to use statistical software Eviews 12 to perform
data processing. The regression equation model for studying the hypothesis in this study is as
follows:

ETR=C +R1PC + R2ZF + ¢ 3)
ETR=C + R1PC + R2ZF + R3Z+ ¢ 4)

Information:

C . Constant

R . Regression coefficient

ETR . Effective Tax Rate

PC : Political Connection

ZF : Zombie Firm

Z : PC*ZF



4 Result and Discussion

4.1 Estimation Model Determination Results

There are 3 models for estimating regression with panel data, namely the Ordinary Least Square
(OLS) model, the Fixed Effect Model (FEM), or Random Effect Model (REM). The
determination of the model in this study was based on statistical tests carried out using the Chow
test, Hausmann test, and the Breusch & Pagan Lagrange Multiplier test.

Table 1. Regression Model Test Result

No Test Effect Test Prob. Remarks
1 Chow Cross-Section F 0.0000  Fixed Effect Model
2 Hausmann Cross-Section Random ~ 0.5891  Random Effect Model

Breusch & Pagan -~ Cross-Section Breusch-

Lagrange Multpler Pagan 0.0000  Random Effect Model

In the first test of the Chow test, it was found that the results of the Prob. Cross-section F is
0.000 <0.05, which implies the Fixed Effect Model is a suitable model for testing panel data.
After carrying out the Chow test, then the Hausmann test was carried out. The Hausmann test
results show that the Cross-section Random value has a probability value of 0.5891 > 0.05. This
figure shows that on the results of the Hausmann test, the Random Effect Model is the right
model for panel data testing. The last test to select a panel data test model is the Breusch &
Pagan Lagrange Multiplier test. The test results show that the value of the Breusch-Pagan cross-
section is 0.000 <0.005. These figures indicate that the Random Effect Model is the most
suitable model for panel data testing. The test results show that the Random Effect Model is the
panel data regression model that will be most suitable in this study.

4.2 Classical Assumption Test Results

This study conducted classical assumption tests, namely normality, multicollinearity,
heteroscedasticity, and autocorrelation.

Table 2. Classical Assumption Test Result

No Test Tools Sig. Remarks
1 Normallity Jarque Bera 4248391 Data is not normally distributed
2 Multicollinearity  Tolerance/VIF <08  There is no multicollinearity
3 Heteroskedasticity Grafik Menyebar There is no heterokedasticity
4 Autocorrelation  Durbin Watsons ~ >-2/<2  There is no autocorrelation

The normality test in this study was not carried out because the use of the normality test was
carried out if the number of observation data was less than 30. Thus, there is no need to do a
normality test if the number of observation data was above 30 [24]. According to the assumption



of the central limit theorem, with a large number of samples, especially more than 30 (n > 30),
the data is considered normally distributed. in this research shows that the data shows that the
data is not normally distributed, but because the number of observational data is more than 30,
it is assumed that the data is normal. The normality test requirements for the regression model
in this study met the requirements. It can be concluded that there is no classical assumption test
problem in the data used in this study.

4.3 Descriptive Statistical Test Results

The integrity of the data both in terms of concentration and distribution of data is described by
conducting descriptive analysis. To find the midpoint of the data, the average or mean value is
calculated over the observation period. It shows how centralized data at a certain point.

Table 3. Descriptive Statistical Result

Variabel N Min. Max. Mean  Std. Deviation
ETR 320 0.002017 0.893406 0.261404 0.158686
PC 320 0.000000  1.000000 0.334375 0.472510
ZF 320 0.000000  1.000000 0.315625 0.465492
Z 320 0.000000  1.000000 0.0655625 0.248013

According to table 2, the mean ETR is 0.261404 or 26.14%. This value shows how much the
company's tax payments are compared to the company's pre-tax profit. When compared to the
average 2018-2021 corporate mandatory tax rate of 23.5%, it can be indicated that the payment
of corporate tax is higher than the corporate tax rate that applies in Indonesia.

4.4 Hypothesis Test Results
Panel Data Regression Results

By using the random effect as the best model, the results of the panel data regression are in
Table 4 and Table 5 as follows:

Table 4. Model 3 Regression Test Result

Variabel Coefficient Std. Error t-Statistic Prob.

C 0.262303 0.014959 17.53513 0.0000

PC -0.002688 0.025719 -0.104522 0.9168
R-Sqared 0.000034
Adjusted R-Squared -0.003110
F-Statistic 0.010959

Prob(F-Statistic) 0.916692




Table 5. Model 4 Regression Test Result

Variabel Coefficient Std. Error t-Statistic Prob.

€ 0.272919 0.017353 15.72774 0.0000

PC -0.014886 0.028166 -0.528503 0.5975

ZF -0.028027 0.023412 -1.197108 0.2322

74 0.035178 0.044727 0.786494 0.4322
R-Sqared 0.004672
Adjusted R-Squared -0.004778
F-Statistic 0.494392
Prob(F-Statistic) 0.686421

After testing before adding the moderating variable, it was found that the Adjusted R Square
value was -0.00 3110, so it was concluded that the contribution of the independent variable to
the dependent variable simultaneously was -0.31%. This figure has increased after the addition
of the moderating variable to -0.004778 or -0.47%. This value indicates that political
connections and zombie firms are only able to explain the practice of tax avoidance (ETR) of -
0.47%. This very small number indicates that there is no effect of the independent variable on
the dependent variable.

Regression results using the Random Effect Model based on table 4, have a negative value of
the regression coefficient of the political connection variable. The coefficient value illustrates
that the functional relationship between the independent variables is not directly proportional to
the coefficient of the dependent variable. It means an increase in each political connection
variable will result in an increase in tax avoidance (ETR) which in turn will result in a decrease
in tax payments. The political connection variable has a coefficient value of -0.00 2688 with a
Prob value. 0. 9168. Compared to the significance level (a), this value is higher so that there is
no significant influence of political connections on tax avoidance practices. Thus, the statistical
results are rejected first hypothesis.

Table 5 presents the results of the interaction test for the moderating variable (Z). The results of
the statistical test between political connections and zombie firm variables on the ETR show a
statistically insignificant number, namely 0.4322. This empirical finding proves that the zombie
firm variable does not affect ETR, either by itself (a = 0.2322) or interacting with political
connections (a =0.4322). In this case the zombie firm variable does not act as a predictor or
moderating variable. These results show that zombie firms do not strengthen the relationship
between political connections and tax avoidance. Thus, these statistical results reject the second
hypothesis.

Table 6. Summary of Regression Test Result

Variable Coefficient Std. Error t-Statistic Prob. Remarks
PC -0.002688 0.025719 -0.104522 0.9168 H1 Rejected
PC--> ETR -0.014886 0.028166 -0.528503 0.5975
ZF --> ETR -0.028027 0.023412 -1.197108 0.2322 H2 Rejected

PC*ZF --> ETR 0.035178 0.044727 0.786494 0.4322




Political Connections and Tax Avoidance

In testing the results of the first hypothesis, political connections have a negative effect on ETR,
but this figure is not supported significantly. This shows that political connections have nothing
to do with tax avoidance. Previous research has shown that political connections influence tax
avoidance, implying that politically connected firms are more tax aggressive than unconnected
firms [1], [4]. It was further emphasized that political connections can reduce the value of ETR
within the company and not only provide assistance but also create nepotism [8].

In contrast to previous research, the new study shows that political relations do not affect tax
avoidance. This study is in line with the research results of [10] and [9] which state that
companies with politically connected boards are considered companies that follow the rules
because they do not use power to avoid taxes which can reduce the reputation of government
institutions. In order to continue to be awarded as a tax-compliant company from the
government, companies that have politically close relationships will make these companies
more careful in making decisions and policies [25]. According to the Regulation of the Minister
of Finance Number 71/PMK.03/2010, [26] states that political relations do not have an impact
on tax avoidance allegedly because most of the shares are owned by the Central Government
and Regional Governments directly so that the company is considered a taxpayer adherents, tax
avoidance is impossible, according to the Directorate General of Taxes. It is also considered
that companies in carrying out tax avoidance must be more careful because of the risk of
waorsening the company's image [27].

Political Connections, Zombie Firm and Tax Avoidance

Companies in Indonesia do not seek additional cash and profits from minimizing the tax burden
when financial problems occur [28]. Companies that are experiencing financial problems tend
to restructure debt by trying to ask for an extension of the debt repayment period until the
company has sufficient cash to pay off debt payments. This finding is also in line with [29] he
credibility of the company can increase if the board is politically connected because of the
company's ability to pay off debt and interest on time, this serves to guarantee company loans
S0 as to provide a good view of creditors .

5 Conclusion

This research, it can be concluded that politically connected companies cannot be proven as a
factor causing tax avoidance. Companies that are almost dead but are still operating or are called
zombie firms are also not proven to have committed tax avoidance to maintain the continuity of
the company. Companies with political connections will become more controlled due to
increased supervision from many parties and will tend not to participate in risky corporate
activities such as tax avoidance [10]. Politically connected companies are strictly monitored and
evaluated by the government, including paying taxes and complying with government
regulations.

These findings do not support agency theory arises when taxes are tried to be suppressed by
management by do tax avoidance so that the company value is obtained get high while the
existence of tax avoidance is not wanted by the principal because of this is considered
manipulate financial reports. Another impact of tax avoidance by management is giving



investors asymmetric information.

In this study, several suggestions were found that could be considered for future research,
namely: 1) improvement size research observation data all of the company sectors on the IDX
do not only use a sample of manufacturing companies; 2) can increase the number of periods so
as to produce a larger number of samples; 3) can use other proxies besides ETR in measuring
tax avoidance such as Cash ETR, GAAP ETR, and Book Tax Difference.
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